CASE 1

PART 1

ASSUME THAT YOU RECENTLY GRADUATED WITH A DEGREE IN FINANCE AND HAVE JUST REPORTED TO WORK AS AN INVESTMENT ADVISOR AT THE BROKERAGE FIRM OF TURKINVEST.  YOUR FIRST ASSIGNMENT IS TO EXPLAIN THE NATURE OF THE TURKISH FINANCIAL MARKETS TO ANDRE AGASSI, A PROFESSIONAL TENNIS PLAYER WHO HAS JUST COME TO THE UNITED STATES FROM UNITED STATES.  AGASSI IS A HIGHLY RANKED TENNIS PLAYER WHO EXPECTS TO INVEST SUBSTANTIAL AMOUNTS OF MONEY THROUGH TURKINVEST.  HE IS ALSO VERY BRIGHT, AND, THEREFORE, HE WOULD LIKE TO UNDERSTAND IN GENERAL TERMS WHAT WILL HAPPEN TO HIS MONEY.  YOUR BOSS HAS DEVELOPED THE FOLLOWING SET OF QUESTIONS WHICH YOU MUST ASK AND ANSWER TO EXPLAIN THE TURKISH FINANCIAL SYSTEM TO AGASSI.

1. WHAT IS A MARKET?  HOW ARE PHYSICAL ASSET MARKETS DIFFERENTIATED FROM FINANCIAL MARKETS? 
2. DIFFERENTIATE BETWEEN MONEY MARKETS AND CAPITAL MARKETS.
3. DIFFERENTIATE BETWEEN A PRIMARY MARKET AND A SECONDARY MARKET.  IF AKBANK DECIDED TO ISSUE ADDITIONAL COMMON STOCK AND AGASSI PURCHASED 100 SHARES OF THIS STOCK FROM AK YATIRIM, THE UNDERWRITER, WOULD THIS TRANSACTION BE A PRIMARY MARKET TRANSACTION OR A SECONDARY MARKET TRANSACTION?  WOULD IT MAKE A DIFFERENCE IF AGASSI PURCHASED PREVIOUSLY OUTSTANDING AKBANK STOCK IN THE OVER-THE-COUNTER MARKET?
4. SECURITIES CAN BE TRADED ON ORGANIZED EXCHANGES OR IN THE OVER-THE-COUNTER MARKET.  DEFINE EACH OF THESE MARKETS, AND DESCRIBE HOW STOCKS ARE TRADED IN EACH OF THEM.
5. WHAT DO WE CALL THE PRICE THAT A BORROWER MUST PAY FOR DEBT CAPITAL?  WHAT IS THE PRICE OF EQUITY CAPITAL?  WHAT ARE THE FOUR MOST FUNDAMENTAL FACTORS THAT AFFECT THE COST OF MONEY, OR THE GENERAL LEVEL OF INTEREST RATES, IN THE ECONOMY?
6. DEFINE THE TERMS INFLATION PREMIUM (IP), DEFAULT RISK PREMIUM (DRP), LIQUIDITY PREMIUM (LP), AND MATURITY RISK PREMIUM (MRP).  WHICH OF THESE PREMIUMS IS INCLUDED WHEN DETERMINING THE INTEREST RATE ON (1) SHORT-TERM TREASURY SECURITIES, (2) LONG-TERM TREASURY SECURITIES, (3) SHORT-TERM CORPORATE SECURITIES, AND (4) LONG-TERM CORPORATE SECURITIES?  EXPLAIN HOW THE PREMIUMS WOULD VARY OVER TIME AND AMONG THE DIFFERENT SECURITIES LISTED ABOVE.
7. AGASSI IS ALSO INTERESTED IN INVESTING IN COUNTRIES OTHER THAN TURKEY.  DESCRIBE THE VARIOUS TYPES OF RISKS THAT ARISE WHEN INVESTING OVERSEAS.
8. WHAT IS THE TERM STRUCTURE OF INTEREST RATES?  WHAT IS A YIELD CURVE?  AT ANY GIVEN TIME, HOW WOULD THE YIELD CURVE FACING AN AAA-RATED COMPANY COMPARE WITH THE YIELD CURVE FOR TREASURY SECURITIES?  AT ANY GIVEN TIME, HOW WOULD THE YIELD CURVE FACING A BB-RATED COMPANY COMPARE WITH THE YIELD CURVE FOR TREASURY SECURITIES?  DRAW A GRAPH TO ILLUSTRATE YOUR ANSWER.
PART 2

WE SOMETIMES NEED TO FIND HOW LONG IT WILL TAKE A SUM OF MONEY (OR ANYTHING ELSE) TO GROW TO SOME SPECIFIED AMOUNT.  FOR EXAMPLE, IF A COMPANY'S SALES ARE GROWING AT A RATE OF 20 PERCENT PER YEAR, HOW LONG WILL IT TAKE SALES TO DOUBLE?

2. 


WHAT IS THE PRESENT VALUE OF THE FOLLOWING UNEVEN CASH FLOW STREAM?  THE APPROPRIATE INTEREST RATE IS 10 PERCENT, COMPOUNDED ANNUALLY.
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a. CONSTRUCT AN AMORTIZATION SCHEDULE FOR A $1,000, 

10 PERCENT ANNUAL RATE LOAN WITH 3 EQUAL INSTALLMENTS.

b. WHAT IS THE ANNUAL INTEREST EXPENSE FOR THE BORROWER, AND THE ANNUAL INTEREST INCOME FOR THE LENDER, DURING YEAR 2?

a. SUPPOSE ON JANUARY 1, 1999, YOU DEPOSIT $100 IN AN ACCOUNT 

THAT PAYS A NOMINAL, OR QUOTED, INTEREST RATE OF 11.33463 PERCENT, WITH INTEREST ADDED (COMPOUNDED) DAILY.  HOW MUCH WILL YOU HAVE IN YOUR ACCOUNT ON OCTOBER 1, OR AFTER 9 MONTHS?

b. NOW SUPPOSE YOU LEAVE YOUR MONEY IN THE BANK FOR 21 MONTHS.  THUS, ON JANUARY 1, 1999, YOU DEPOSIT $100 IN AN ACCOUNT THAT PAYS A 12 PERCENT EFFECTIVE ANNUAL INTEREST RATE.  HOW MUCH WILL BE IN YOUR ACCOUNT ON OCTOBER 1, 2000?

5. 

a. SUPPOSE SOMEONE OFFERED TO SELL YOU A NOTE CALLING FOR THE  PAYMENT OF $1,000 15 MONTHS FROM TODAY.  THEY OFFER TO SELL IT TO YOU FOR $850.  YOU HAVE $850 IN A BANK TIME DEPOSIT WHICH PAYS A 6.76649 PERCENT NOMINAL RATE WITH DAILY COMPOUNDING, WHICH IS A 7 PERCENT EFFECTIVE ANNUAL INTEREST RATE, AND YOU PLAN TO LEAVE THE MONEY IN THE BANK UNLESS YOU BUY THE NOTE.  THE NOTE IS NOT RISKY--YOU ARE SURE IT WILL BE PAID ON SCHEDULE.  SHOULD YOU BUY THE NOTE?  CHECK THE DECISION IN THREE WAYS:  (1) BY COMPARING YOUR FUTURE VALUE IF YOU BUY THE NOTE VERSUS LEAVING YOUR MONEY IN THE BANK, (2) BY COMPARING THE PV OF THE NOTE WITH YOUR CURRENT BANK ACCOUNT, AND (3) BY COMPARING THE EFFECTIVE ANNUAL RATE ON THE NOTE VERSUS THAT OF THE BANK ACCOUNT.

b. SUPPOSE THE NOTE DISCUSSED ABOVE HAD A COST OF $850, BUT CALLED FOR 5 QUARTERLY PAYMENTS OF $190 EACH, WITH THE FIRST PAYMENT DUE IN 3 MONTHS RATHER THAN $1,000 AT THE END OF 15 MONTHS.  WOULD IT BE A GOOD INVEST​MENT FOR YOU?

6. 


WHAT ARE THE KEY FEATURES OF A BOND?

7. 


a. HOW IS THE VALUE OF A BOND DETERMINED?  WHAT IS THE VALUE OF A 10‑YEAR, $1,000 PAR VALUE BOND WITH A 10 PERCENT ANNUAL COUPON IF ITS REQUIRED RATE OF RETURN IS 10 PERCENT?

b. WHAT WOULD BE THE VALUE OF THE BOND DESCRIBED ABOVE IF, JUST AFTER IT HAD BEEN ISSUED, THE EXPECTED INFLATION RATE ROSE BY 3 PERCENTAGE POINTS, CAUSING INVESTORS TO REQUIRE A 13 PERCENT RETURN?  WOULD WE NOW HAVE A DISCOUNT OR A PREMIUM BOND?

c. WHAT WOULD HAPPEN TO THE BONDS' VALUE IF INFLATION FELL, AND INTEREST RATE DECLINED TO 7 PERCENT?  WOULD WE NOW HAVE A PREMIUM OR A DISCOUNT BOND?

8.


WHAT IS THE YIELD TO MATURITY ON A 10‑YEAR, 9 PERCENT ANNUAL COUPON, $1,000 PAR VALUE BOND THAT SELLS FOR $887.00? THAT SELLS FOR $1,134.20?  WHAT DOES THE FACT THAT A BOND SELLS AT A DISCOUNT OR AT A PREMIUM TELL YOU ABOUT THE RELATIONSHIP BETWEEN YIELD TO MATURITY AND THE BOND'S COUPON RATE?

9. 


ASSUME THAT PROGRESS SOFTWARE IS A CONSTANT GROWTH COMPANY WHOSE LAST DIVIDEND (D0, WHICH WAS PAID YESTERDAY) WAS $2.00, AND WHOSE DIVIDEND IS EXPECTED TO GROW INDEFINITELY AT A 6 PERCENT RATE AND INVESTORS OF THIS COMPANY REQUIRES 10 PERCENT RATE OF RETURN FROM PROGRESS’S STOCK.

a. WHAT IS THE FIRM'S EXPECTED DIVIDEND STREAM OVER THE NEXT 3 YEARS?

b. WHAT IS THE FIRM'S CURRENT STOCK PRICE?

c. WHAT IS THE STOCK'S EXPECTED VALUE ONE YEAR FROM NOW?

d. WHAT WOULD THE STOCK PRICE BE IF ITS DIVIDENDS WERE EXPECTED TO HAVE ZERO GROWTH?

e. NOW ASSUME THAT PROGRESS SOFTWARE IS EXPECTED TO EXPERIENCE SUPERNORMAL GROWTH OF 30 PERCENT FOR THE NEXT 3 YEARS, THEN TO RETURN TO ITS LONG-RUN CONSTANT GROWTH RATE OF 6 PERCENT.  WHAT IS THE STOCK'S VALUE UNDER THESE CONDITIONS?  WHAT IS ITS EXPECTED DIVIDEND YIELD AND CAPITAL GAINS YIELD BE IN YEAR 1?  IN YEAR 4?

10.


WHAT IS THE EFFICIENT MARKETS HYPOTHESIS, WHAT ARE ITS THREE FORMS, AND WHAT ARE ITS IMPLICATIONS? 

